flexible, and route plans were rationally based on current market information rather than historic arrangements. Finally, their start-up costs were surprisingly small, meaning low barriers to entry. As Rupert Duchesne, CEO of Aeroplan and a former executive at Air Canada, said, "You could start up an airline with five 737s within 90 days of financing, using an average family home as collateral." (See Exhibit 1 for summary statistics for legacy and low-cost airlines.)
Milton understood the romance of air travel that drew in investors, but he also recognized that the financial history of the industry "was one of failure right from the beginning of commercial aviation." Milton was not alone in this view. In a 2002 interview discussing USAir, one of his rare investment failures, Warren Buffett gave this perspective:
The airline business has been extraordinary. It has eaten up capital over the past century like almost no other business, because people seem to keep coming back to it and putting fresh money in. You've got huge fixed costs, you've got strong labor unions and you've got commodity pricing. That is not a great recipe for success. I have an 800 number now that I call if I get the urge to buy an airline stock. I call at two in the morning and I say: "My name is Warren and I'm an aeroholic." And then they talk me down. 7 For legacy airlines, both the long-distance airlines, called "trunklines," and the regional airlines had experienced a wave of mergers, bankruptcies, and failures. In 2006, industry scholar (and former Yale SOM Dean) Michael Levine summarized the industry's shaky financial history:
Of eleven [U.S.] trunklines (legacy airlines) that existed at the time of airline deregulation, … only five of the eleven -American, Continental, Delta, Northwest, and United -are still flying. Delta and Northwest are now in bankruptcy reorganization, and United has recently emerged from one. Continental has been through bankruptcy reorganization twice, American seems likely ultimately to follow suit, and it is easy to imagine circumstances that will force those that have emerged to go through the process again. Of the ten regional airlines existing at the time of deregulation, two were liquidated, three were formed into a mainline operation (US Airways) that has emerged from bankruptcy reorganization for the second time, three more were first merged then absorbed by Northwest, and another was merged into a trunkline that was then liquidated (Ozark into TWA)…. Only Alaska has survived without bankruptcy reorganization.
8

Turning a National Monument into a Competitive Business
After joining Air Canada in 1992, Milton became Executive Vice President and Chief Operating Officer in 1996 and CEO in 1999. He quickly understood that in spite of its reputation for safe and efficient service, Air Canada combined legacy airlines costs, a corporate culture reflecting its history as a governmentowned Crown corporation, and an intense and often critical relationship with the Canadian public.
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For more than 50 years following its formation in 1937, Air Canada had been a Crown corporation, owned and operated by the Canadian government. State ownership of commercial enterprises in Canada was accepted under a belief that only the government had the money for airlines, railroads, electricity and telephone service, given Canada's vast area, scattered population centers, and demanding climate. The state also stepped in to keep U.S. companies out. But by the late 1980s, the case for privatization had gained favor, given a more conservative government, an international movement toward deregulation, and growing concern about governance of state-owned entities. A 1986 government report had concluded that many government enterprises were being "flagrantly mismanaged." 10 Still, the proposed privatization of Air Canada created a political controversy. The company was one of the largest of Canada's 170 government-owned businesses, and at the time of the privatization, only a few of the smallest had been sold to the public. Opponents denounced the move as "a triumph of Conservative ideology over good, common Canadian sense."
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In order to gain political support, the Act of Parliament privatizing Air Canada placed a number of restrictions on the airline. The legislation mandated majority Canadian ownership as well as requiring the company to keep its head office in Montreal and operational centers in several cities across the country. In addition, only C$226 million of the C$686 million raised in the two stock issues in 1988 and 1989 was used to capitalize the airline; the government retained the rest.
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Even after Air Canada was privatized, Canadians maintained a personal interest in the company. Every decision was front-page news in the Canadian press and often the subject of political commentary. Sydney Isaacs, strategist for Air Canada who became ACE's Senior VP of Corporate Development and Chief Legal Officer, joked, "Any change to the way we did business, be it a change of snack service from peanuts to pretzels, was subject to a negative press headline." Montie Brewer, CEO of the airline after 2004, explained it this way: "Canadians identify with Air Canada. Americans think that all airlines have service issues. Canadians think that only Air Canada has service issues, because that's the only airline many have ever flown."
*
Defining a New Flight Path for Air Canada
Milton believed that dramatic changes were necessary for Air Canada to become profitable. As COO he restructured operations, reworked schedules and fleet holdings, cut overhead costs, and focused on shifting the organizational culture, while maintaining Air Canada's reputation for safety. Milton took on problems directly -he was described by both friends and detractors as "blunt and to the point."
13 The sweeping operational changes and his direct approach led to clashes with the airlines' union leaders, some middle managers, and the occasional politician.
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A New Financial Strategy Plotted
Although Milton had focused on operations for most of his career, he recognized that it would take more than smart scheduling and cost cutting to solve Air Canada's problems. He believed that the airline's value was not reflected in the stock price and set about to "unlock the hidden value" for shareholders. (See Exhibit 2 for Air Canada's organizational outline and share prices before restructuring.) Milton put together a strategy team in 1998 to review the company's business structures, asking the group, "How do we do something that will protect the employees and enable the shareholders to do well and the businesses to do well on a sustained basis?"
The team looked at every facet of the airline and its operations. Air Canada did not own unrelated lines of business, such as hotels. Even so, it became clear that portions of the business might be more profitable as stand-alone entities. As Milton summarized it, "As much as I grew up loving airplanes and wanted to run the airline, I realized that the airline was the worst business we had." The team's conclusion: The highrisk and low-return profile of the airline business was masking the investment value of other segments.
One option following that conclusion was to divide the business and monetize each piece separately. Duchesne remembered that by 1999 the group had identified three businesses that could potentially be separated from Air Canada, in addition to the regional airline with its separate union agreements: ACTS, the technical services group that handled major maintenance, repair and refurbishing of the fleet, the air cargo business, and Aeroplan, the frequent flier program. However, identifying the business units created a new set of challenges. The new units had been considered cost centers rather than separate lines of business, and there were no clear boundaries between the new entities and the rest of the airline. Furthermore, the business units had none of the structures necessary for any type of public offering: contractual definitions, financial statements, management and support systems.
Moreover, some of the businesses would not be familiar to the market. Several European airlines had spun out their maintenance operations, including Aer Lingus and Swissair, and there were stand-alone airfreight companies, but a stand-alone frequent flier program was a novel idea. Taking Aeroplan to market would require a significant education effort to convey the business model to potential investors. The process of creating subsidiaries and defining business relationships was expected to take months.
Running into Headwind
Milton's success in operations led to his appointment as CEO in 1999. Less than three weeks later, Gerry Schwartz, head of the Toronto-based private equity firm Onex, made a hostile offer for Air Canada as well as the number-two Canadian carrier Canadian Airlines, with a plan to merge the two. Milton responded with his own bid for Canadian and a legal challenge against Schwartz. The three-month battle was followed closely in the press and in the government. Federal Transport Minister David Collenette defined conditions for any resulting merger, noting, "The market alone will not decide what is in the best interest of Canadians." There were charges of political favoritism. The governing Liberal Party was accused of favoring Schwartz because of his role as a big party fundraiser and because of Collenette's past clashes with Milton.
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In the end, the courts decided in Air Canada's favor, leading to the withdrawal of the Onex bid and freeing Milton to pursue Canadian Airlines. When the takeover of Canadian Airlines was completed in 2000, Milton found himself in charge of the 10th largest airline in the world, with over C$10 billion in revenues and some 45,000 employees (including regional carrier employees). 16 The combined airline controlled 80 percent of the air travel in Canada. The two airlines had duplicate routes and staffing that had to be resolved, and voluntary buyouts and layoffs were planned, under regulatory restrictions. Furthermore, the takeover required Air Canada and Canadian Airlines to merge systems for everything from baggage handling to reservations to maintenance to accounting, leading to flight delays and lost luggage. The thorny issue of merging the two company's union seniority lists was also creating angst among the labor groups.
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Although progress had slowed in the sturm und drang of the outside takeover bid and merger implementation, the new restructuring model had not been forgotten. Milton remained optimistic. Air Canada added a dozen new destinations, bought or leased 32 new aircraft, and announced plans for 100 more in the next five to seven years. In November 2000, Milton was quoted in the press as saying, "This airline is growing in leaps and bounds. The world has been unlocked."
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Major Turbulence
In spite of Milton's optimism, Air Canada's financial troubles continued into the new millennium. The dot-com collapse and the end of Y2K-related consulting slashed demand for Air Canada's profitable business travel. (Milton joked that Air Canada had almost been a worldwide charter airline for Canadianbased, high-tech company Nortel.) The September 11, 2001 terrorist attacks on New York and Washington further reduced passengers and in Milton's words, "destabilized the industry." After 9/11, Air Canada cut 5,000 jobs, reduced its schedule, and asked the government for C$4 billion in aid for the Canadian airline industry. However, the Canadian government paid the entire industry only C$160 million, with two-thirds going to Air Canada. (This was in sharp contrast to the U.S. government that provided US$5 billion in immediate assistance and US$10 billion in loan guarantees to U.S. airlines.
19 ) The run-up to the Iraq war brought further reductions in passengers and increased fuel costs.
Air Canada was also facing increased competition from low-cost airlines, which it decided to combat head on. In early 2001, Air Canada launched Tango, its low-cost brand. In January 2002 it relaunched Air Canada Regional as Air Canada Jazz, and began Zip, a low-cost carrier serving western Canada.
In the months following 9/11, the drop in passengers and revenues challenged Air Canada's liquidity. Moreover, revenues available from one traditional source of capital for airlines, the sale and leaseback of the fleet, was limited by the plummeting value of aircraft, dropping as all airlines were cutting back simultaneously. In this period Air Canada sold and leased back 75 percent of its fleet, moving it from ownership of 47 percent of its fleet at year-end 1997 to owning just under 4 percent of the fleet by February 2003.
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The final blow to Air Canada's financial stability was the SARS scare in early 2003. SARS, a new, fatal respiratory disease, was first seen in the Far East and then contracted by health workers in Toronto. Travel plummeted to Toronto and then to all of Canada as well as the Far East, one of Air Canada's most lucrative markets. Many of Air Canada's planes were flying with virtually no paying passengers.
On April 1, 2003, Air Canada filed for CCAA protection, the Canadian equivalent of U.S. Chapter 11 bankruptcy. The airline would keep flying, but issues would be handled by the bankruptcy judge and ultimately approved by creditors.
CCAA Filing: An Opportunity to Look out the Front Window
Air Canada had continued to flesh out Milton's plan to create stand-alone subsidiaries in the early years of the decade, and by the time of the bankruptcy filing it could include the new structure into its planning. Indeed, the company had incorporated Aeroplan as a stand-alone entity and in January 2003 had arranged to sell 35 percent of Aeroplan to Onex for C$245 million. However, Onex withdrew its offer early in the CCAA process.
For Air Canada, CCAA protection allowed the company to shed costs and become more like a low-cost airline. As Milton put it, The low-cost carriers, Southwest, then JetBlue and AirTran, had new employees, new aircraft, no debt, essentially a blank piece of paper. They were able to focus on growing an airline, not labor issues. The legacy guys were all worrying about labor issues and couldn't look out the front window, because they were constantly bogged down by the labor stuff. With all these things, plus the turbulence in the 9/11 aftermath, you had to have cataclysmic change, and it only became possible because of the restructuring.
Restructuring Employee Relations
In its filing for CCAA protection, Air Canada argued, "Air Canada will not survive unless its labour productivity and costs are brought in line primarily with domestic competitors. While a balance sheet restructuring is required, no amount of balance sheet restructuring alone will make Air Canada a viable airline given its current labour cost structure."
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The impacts of SARS and the bankruptcy filing seemed to change the unions' perceptions of the airline's problems, strengthening the likelihood of success in reaching new labor agreements. As Milton observed, "Airline employees, many of whom had been flying virtually empty flights, had come to understand that the problems were not simply Milton's overreaction or a plot to reduce their salaries, but a reality." Under the bankruptcy, the unions negotiated settlements giving the airline some flexibility in work rules and salary reductions. In addition, the new union contracts would remain in place until 2009, with one wage review set for in 2006, which did not allow the possibility of a strike. The stability for employees and management would allow the company breathing space.
Restructuring the Fleet and the Balance Sheet
The bankruptcy also gave the airline the opportunity to reexamine its fleet in a way that had been impossible in the depressed airplane resale market following September 11. The company took steps to create a slimmed down fleet with fewer aircraft types and an increasing reliance on cost-efficient, smaller aircraft. 22 As Brian Dunne, Executive VP and CFO of ACE, noted, Even with an extremely aggressive management, the company could not have made money with its existing fleet. Fleet drives fuel and maintenance costs, on-the-ground costs, and crewing costs. Capital costs are extremely high. Even an aircraft operating lease is for five to seven years and the commitment is very, very high. Bad things can happen if you don't keep your finger on the pulse in relation to fleet matters.
Management split the company's existing aircraft between Jazz and Air Canada. Jazz got the Canadianmade Bombardier jets and turbo-props. Management looked to make Air Canada's fleet consistent by ordering 18 777s (triple sevens, in industry lingo) and 14 787s as they became available from Boeing, to replace Air Canada's Boeing 767 and Airbus widebody fleet. Later, management increased its future delivery orders with Boeing. These acquisitions would lead to higher capital expenditures in the future, but would allow lower fuel and operating costs. Management might not have made the moves without the benefit of a restructuring, as markets would have seen these moves as making the business riskier.
In the first quarter following the restructuring, Air Canada added C$129 million of property and equipment, of which C$86 million were progress payments on regional aircraft. It ended 2004 with assets of C$9 billion and just over C$4 billion in net debt. Net debt prior to restructuring had been C$12 billion. (See Exhibit 3 for Air Canada's debt repayment schedule projected for the emergence from bankruptcy.) The company's approach to capital budgeting remained consistent through the period. Jack McLean explained, "All major capital project decisions have the benefit of a discounted cash flow analysis using Air Canada's cost of capital. Although not all decisions are made strictly on the basis of discounted cash flows, however, we certainly do a DCF for every project." Management made roughly the following assumptions concerning the cost of capital (COC): a cost of debt of 7.32 percent before tax (4.89 after tax, with a tax rate of 33 percent), a cost of equity of 12.12 percent, and a debt/equity ratio of 74/26. Based on these assumptions, the Air Canada COC would be 8.6 percent before-tax, or 6.8 percent after-tax. Air Canada often used a slightly higher hurdle rate in their DCF analyses of 10 percent, just to set the bar a little higher.
In addition to streamlining its fleet, the bankruptcy period gave Air Canada the opportunity to restructure its balance sheet. To emerge from the bankruptcy period, the company raised C$1.6 billion, including a C$540 million exit facility and loan from GE, a C$850 million equity rights offering back-stopped by Deutsche Bank, and a C$250 million convertible preferred share subscription from Cerberus, a U.S. private equity firm, in an agreement that gave Cerberus three seats on the ACE board.
ACE Lines up Its Subsidiaries for Takeoff Establishing the Queue
The management also used the CCAA period to fully implement Milton's plan to divide the company into a number of subsidiaries. Milton noted, "ACE believes that there is significant value locked in its various business units that can emerge if they are allowed a greater level of independence in operations and financing." When Air Canada emerged from bankruptcy, it had been transformed into a holding company, ACE Aviation Holdings, Inc., that held 10 stand-alone sister companies, one of which was Air Canada. (See Exhibit 4 for the new subsidiaries under the ACE structure.)
With the subsidiaries defined, Milton and his strategy team focused on improving each subsidiary to maximize the value of the holding company. The team worked closely and quickly with the newly constituted board and conferred with the management of the new subsidiaries. Brewer remembered, "Since we all knew what we wanted to do and needed to do, we only had to meet as the whole group once or twice in the whole period. We worked fast."
The team had to decide in which order to carve out the subsidiaries and how much of each to make available to outside investors. It also had to determine market timing to maximize shareholder value over the long term. Each step needed to be a success, to further enhance the value of those that followed. Moreover, the cyclical nature of the airline sector meant that missing a positive moment in the market could exact a financial penalty. Sydney Isaacs described the approach as "opportunistic, in a positive sense": the group had to seize the moment and not analyze for so long that it would miss a window of opportunity. As Isaacs noted, the company was rebuilding its credibility and creating a track record.
As the team evaluated the subsidiaries, it had to keep in mind that the newly formed companies had varying degrees of experience with independence; in the language of annual reports, ACE's subsidiaries were "at varying stages of their corporate development." 23 An IPO of a subsidiary would require the market to evaluate whether the company's management had sufficient experience and whether contractual relationships were clearly defined. There were many possibilities: a subsidiary with a shorter independent history and newer management might not be ready for a public offering but could still be attractive to a private investor. (See Exhibit 5 for a summary of ACE's equity market entries before its decision on Air Canada.)
First to Fly: The ACE Financing re-IPO
On its emergence from CCAA, ACE had issued 100 million shares at C$20 per share, provided to Cerberus and to debt holders in resolving the bankruptcy. These began trading in October of 2004. ACE's share price climbed steadily, and management recognized an opportunity to raise more equity, thereby strengthening ACE's financial foundation before testing its desire to monetize other parts of the business. Before carving out any subsidiaries, ACE would enter the equity markets for itself. The price in the new share offering was set at C$37.00 per share, yielding gross proceeds of approximately C$462 million (C$442 million, net of fees). In the same period, ACE also issued convertible senior notes, with net proceeds of C$319 million. ACE used C$557 million of the offerings' proceeds to repay its high interest loans with General Electric Canadian Capital. The rest of proceeds were used to purchase planes for Jazz and Air Canada and modernize systems. In additional to the direct financial benefits, the equity offering gave ACE a chance to test the waters. The successful takeoff gave the financial community a better picture of the reconstituted company and its business model.
Second in Line: the Aeroplan Carve-Out
On June 28, 2005, ACE made its first carve-out. It sold 14 percent of its subsidiary, Aeroplan -the loyalty rewards program. This was unprecedented; no airline had ever spun off a loyalty program. Rupert Duchesne, Aeroplan's CEO, explained Aeroplan's business model:
If you fly today or you spend $100 on your CIBC Aerogold Visa, you get 100 Aeroplan miles. The airline or credit card company buys those 100 miles from Aeroplan on day 1. Thirty days later, we receive the cash for 100 miles -approximately $1.25 if you assume our average yield. We put that dollar and a quarter into our pockets, and we deposit the 100 miles in your account. Then, typically 30 months later, which is how long an average mile lasts, you come to redeem it. Let's say you decide to fly to Vancouver and buy an MP3 player. You spend 25,000 miles on your flight, and 12,000 miles on the MP3 player to listen to on the trip. On that day, we take the cash we've been sitting on for 30 months and buy the seat from Air Canada and the MP3 players from Future Shop.
The cash cycle is straightforward. At the end of that period, notionally from a cash point of view, if we sold 100 miles for $1.25, we know that statistically 17 percent of the miles are never used. In round numbers say 20 cents fall straight to the bottom line. We also bought the seat for cheaper than we sold the miles, so we make another bit of margin on that. So at the end of the day, we have three sources of profitability: First, 17 percent of miles are never used. Second is the difference between the cost of goods sold vs. the sales price of miles. Third is the fact that we've been sitting on your cash for 30 months -the float.
ACE decided to start with Aeroplan for several reasons. First, Aeroplan received roughly 70 percent of its revenues from parties other than Air Canada, primarily from bank credit cards. This was the highest ratio of third-party revenues among the ACE subsidiaries. Second, management and market analysts felt that Aeroplan was worth the most of all the four major subsidiaries -perhaps C$2 billion, greater than the value of the airline itself. Also, Aeroplan was the most stable of all the businesses. It generated revenue from credit card providers and other parties outside the cyclicality in the airline industry. While the loyalty program had had a poor reputation for the way it treated Air Canada customers, almost all the service issues were now fixed, and employees were generally customer-oriented and responsive. Finally, it was profitable; the bankruptcy judge had required Air Canada to renegotiate its contract with the issuing bank for the credit cards, which had resulted in more revenue for Aeroplan. ACE elected to use an income trust to carve out Aeroplan, as opposed to offering common equity stock. Income trusts, a popular Canadian organizational structure, were comparable to high-dividend-paying common stocks. At the time of the offering, income trusts held special tax advantages that typically yielded higher after-tax returns than their dividend-paying counterparts. Firms opting for the income trust structure had to have stable income streams, since missing or reducing periodic distributions typically led to a substantial decrease in the income trust's unit price. ACE felt that Aeroplan's expected earnings and cash flows could be predictable enough to support an income trust, and the market premium in Canada for this structure made it an attractive option. (See Exhibit 6 for additional information on income trusts.)
For the IPO, ACE and Aeroplan conducted 150 to 160 analyst and investor presentations. (See Exhibit 7 for a summary graphic from the presentation.) The presentations were important not only to explain Aeroplan's business model but also to walk analysts through Aeroplan's complicated accounting. According to the strictures of GAAP accounting, revenue cannot be recognized until service is delivered. This had an interesting effect on Aeroplan's financial statements. On average, point redemption occurred 30 months after point accumulation, so Aeroplan's income statement reflected revenues and profits from 30 months previous. These matching issues also produced other financial statement oddities, such as a current ratio for Aeroplan less than 1 (typically, a sign of poor fiscal health), even though the company was flush with cash.
As they explained Aeroplan's business model, ACE executives were hoping that the presentations would help clarify the ACE structure as well. ACE executives were concerned that the market appeared to have difficulty disentangling the economics of ACE's structure. Robert Milton explained, "Look at the four subsidiaries: Air Canada, Jazz, ACTS, and Aeroplan, and you have four sets of cash flows. Add them together and you have one cash flow. And that cash flow is worth some multiple in the market. The problem is, the market looks at it all as an airline cash flow, and assigns an airline multiple." With the Aeroplan offering, the market could understand the business of Aeroplan and value it at a multiple appropriate to a marketing or credit card firm (much higher than an airline multiple). At the IPO, the market gave Aeroplan a C$2 billion market capitalization.
The carve-out also shifted Aeroplan's corporate mindset. Management focused on both the cost of an Aeroplan point and its value to consumers. Furthermore, Aeroplan reduced its identification with Air Canada, removing the familiar red maple leaf roundel, which made the program more appealing to new partners. Therefore, the company was able to add gasoline companies, telephone services, and retail stores to its list of point providers. Points could be redeemed for flights, hotels, and merchandise.
A novel contracting arrangement between Aeroplan and the airline, first entered into in 2004 and then expanded further in 2006, led to gains for both parties. As before, Aeroplan contracted for 8 percent of all seats on Air Canada flights. Even though Aeroplan's standard percentage of reserved seats was higher than for most U.S. airline frequent flier plans, it could still be difficult for customers to find seats on the flights they wanted. Aeroplan and Air Canada, now negotiating at arm's length, developed a new supplemental points system, in which Aeroplan members could have access to any unsold seat on any flight, as long as they were willing to pay additional points equivalent to the market price of that seat. Consequently, Air Canada saw an increase in revenues and in passenger load factors (the ratio of paying passengers to total available seats) when Aeroplan paid market prices for seats that might otherwise have not been sold. The arrangement made Aeroplan customers happy by increasing the utility of the points, and Aeroplan management benefited from the margins on the points used and the ability to recognize the revenue at a faster pace. Everyone agreed that this novel contracting would not have been developed had Aeroplan continued as an airline cost center.
In March 2006, ACE made a second move with Aeroplan, reducing its holdings to 75.3 percent by distributing approximately 10 percent of its Aeroplan Income Fund shares to ACE shareholders, with a market value of C$251 million. (Due to regulatory restrictions, only Canadian shareholders received stock; U.S. shareholders received cash.) Aeroplan's stock had done well; the company had attained a higher market capitalization than Continental Airlines. And since ACE as a Canadian corporation retained a majority of Aeroplan stock, Aeroplan continued to meet the regulatory requirement for majority Canadian ownership.
Next Up: Jazz
Air Canada Jazz had been created in 2001 as Air Canada Regional Inc., merging four regional airline brands into a feeder airline for Air Canada, with the name change to Air Canada Jazz in 2002 reflecting the completion of the merger. As a regional carrier with smaller planes and shorter routes, Jazz had lower employee costs than legacy airlines. It had maintained separate books since its creation, so there were no challenges in separating revenues and costs from other ACE subsidiaries.
ACE's management team realized that ACE could offer Jazz as an income trust, the same market structure used for Aeroplan, since Jazz's cash flow streams were surprisingly stable for an airline. Milton observed, "The volatility had been taken out of the company." The long-term contract between Jazz and Air Canada, negotiated during the bankruptcy restructuring, had reduced Jazz's revenue fluctuations by guaranteeing Jazz seat revenue. It reduced Jazz's expense fluctuations by treating Jazz fuel costs as a pass-through to Air Canada. In addition, in late 2005 and early 2006 Canadian investors were still paying a premium for income trusts, so the timing was good.
The February 2, 2006, Jazz offering was a success. The company sold 23.5 million units at a price of C$10 per unit. The estimated net proceeds were C$218 million, with additional proceeds from an overallotment option bringing the aggregate net proceeds up to C$232 million. In total, ACE retained 79.7 percent of Jazz.
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Should ACTS Be Next to Taxi to the Runway?
Although ACTS, the maintenance group, had been discussed as a potential carve-out since before the bankruptcy, ACE had decided to delay it, and in mid-2006 ACTS remained in the holding company. ACTS (Air Canada Technical Services) handled overhauls and major repairs; overnight fleet maintenance had remained within the airline. ACTS had a good technical reputation for safety and operations. It had developed contracts with Air Canada and was actively seeking to increase its third-party customer base, taking advantage of moves by U.S. carriers to outsource maintenance repair and overhaul work. 25 However, developing experience on the business side was taking time. Brian Dunne, looking back at the Air Canada-ACTS division and similar reorganizations during his tenure at Aer Lingus, noted the challenges faced by a maintenance group in transition to a separate company:
Maintenance is a division of the airline, so it's driven by technical excellence, keeping the aircraft flying, but doesn't focus too much on costs. These businesses typically have management who have successfully worked their way up from the floor, and have a technical excellence mindset. These businesses have little financial capability and the financial information available to managers is very, very limited. In a lot of cases, you bring in commercial people and they go out and find themselves bidding on third-party contracts, without a lot of information on what their costs are or what they need, whether they are making money or not. The necessary systems are not yet in place, you don't have sufficient financial people around, the commercial people may not have the right cost information to handle the job properly, and the contract with the main airline itself isn't papered [clearly defined in a written document]. When you carve it out, you have a lot of tension and emotion as they try to act separately."
In early 2006, Milton and his ACE strategists realized that ACTS was not ready for an IPO. The story of ACTS as a separate company in the maintenance-repair-and-overhaul sector was not well developed, and there were information gaps. On the accounting side, the company had not yet developed the three years of financial data that stock analysts desired. On the management side, ACE had brought in a new executive team for ACTS to enhance its commercial, financial, and business sense, but the new group had not established a track record. Therefore, ACE had two options: they could try a quick private sale of ACTS, while the sector was still hot, or they could wait until 2008 or 2009, when they would have more information for the financial markets.
An Interim Assessment of the Plan
The financial strategy and the carve-outs of Jazz and Aeroplan had produced several notable benefits for ACE and its stakeholders, but there were potential challenges. 26 (See Exhibit 8 for financial data for ACE and its major subsidiaries.) One of the direct benefits of the carve-outs was the access to additional capital. Through its various offerings, ACE had already raised C$1.27 billion in equity markets. (In addition, in 2006, ACE also disposed of its 4.5 million shares of US Airways stock for net proceeds of C$232 milliona gain of C$152 million since its acquisition of the stock in 2005 during US Airways' bankruptcy.) Robert Milton explained, "Our projected capital expenditures for the next two years alone total about C$3.4 billion. Most of this investment will go into acquiring new aircraft, giving us a vastly superior product to most major North American airlines." Spinning off subsidiaries also had an important impact on transfer pricing between subsidiaries, making the costs incurred obvious to both sides. Montie Brewer said, "Things that were once free now have become an expense. Of course, there was always an expense, but it was invisible. We used to give miles away for free to placate unhappy customers, because the costs weren't recorded as expenses for a long time thereafter. We are out of that game now." So, for example, instead of automatically offering a large number of points to customers who experienced major delays on the runway, Air Canada offered vouchers toward the price of purchasing a seat on future flights.
Another indirect effect of the carve-outs was that it insulated the income generated by each subsidiary from other ACE stakeholders -in particular the airline unions. It remained to be seen what impact these partitions would have on various ACE stakeholder negotiations in the future.
A potential concern regarding the carve-outs was its effect on employee morale. Specifically, many employees joined the company because they wanted to be part of an airline, a national company with a long history, and identified with Air Canada and its maple leaf logo. In negotiations under the bankruptcy proceeding, Aeroplan and ACTS employees had bargained to retain the pension plans and other benefits that they had enjoyed as Air Canada employees, but it was proving hard for them to "give up the leaf." Brewer explained, "Jazz has always been separate and they haven't had too many issues. But for others, the transition may be hard. There is a lot of quiet pride in the leaf and the fact that they will not be part of the leaf may be disturbing to some. I think emotionally it may take time to take ownership and pride in the new company." Others, like those at Aeroplan, liked the career stability of not being at an airline and also liked being part of they considered a "winning" story.
Another concern of all the newly formed independent subsidiaries was the need to monitor each other, creating additional overhead. For example, ACTS and Air Canada had to develop an arms length relationship. In the past the maintenance group would take on "everything that needed doing" when a plane came in for major overhaul, without consultation with other parts of the company. As Montie Brewer described it, work orders had been decorated with new tasks "like stringing lights on a Christmas tree." Now, however, both sides had to learn a new process of proposals, approvals, and revised invoices.
ACE had unlocked value for its shareholders by spinning off its subsidiaries. (See Exhibit 9 for total return to ACE shareholders.) But the perceived holding company discount remained, and it was significant enough to keep Air Canada's potential spin-off in the forefront of ACE's strategic thinking.
Was It Time for ACE to Launch Air Canada?
In mid-2006, ACE still held complete ownership of the ground handling services (airport passenger and aircraft services), Air Canada Cargo, and Air Canada Vacations (tour operations) in addition to Air Canada and ACTS. As Milton saw it, the options were spending another year or two to spin out the smaller pieces to eke out more value, or carving out Air Canada immediately, possibly folding in the smaller units.
Looking back, Duchesne saw the spin-off of Air Canada as "the real fork in the road.… The key strategic decision to me was not spinning off Aeroplan, because you'd be crazy not to once you had thought through the business fundamentals. The really interesting decision point is, do you or do you not spin off the airline, and if you do, what's the eventual consequence of that." Brian Dunne remembered that time as a period of great internal debate. "We had over seven or eight updates and strategy discussions with the board. We were not moving away from fundamental goals, but moving toward real and action-oriented results. We had refined our thinking on the way and had to look at our options from that point and what they would be going forward."
How Would the Market React to a Pure-Play Air Canada Stock?
Given the volatility in airline stocks generally and the challenges remaining for Air Canada, it was clear that an income trust would be inappropriate for Air Canada. Moreover, government discussions of possible tax code changes had dampened the Canadian market's enthusiasm for the trusts. The options facing ACE, if it decided to carve out a portion of the airline, were a common stock IPO or a search for private investors.
One major impact of a sale of Air Canada stock was obvious -it would be a source of capital for the company. But it was not at all clear what the value of a stand-alone Air Canada stock in the market would be. Along with the rest of the sector, Air Canada had continued to face challenges. As one example, Brewer pointed out in an April 2006 video message to employees that fuel increases in 2005 had added C$500 million to the expense side, eating up a quarter of the C$2 billion savings that Air Canada had achieved in its painful operational restructuring during the bankruptcy.
Since May 2005, ACE had raised C$1.27 billion in equity markets through the monetization of its subsidiaries, including C$497 million through Aeroplan and Jazz trust issues. It had retained 75.3 percent of Aeroplan and 79.7 percent of Jazz, which by 2006 had an estimated market capitalization of around C$2.0 billion. The market value of the retained shares of these two subsidiaries was close to the entire market capitalization of ACE.
27 (See Exhibit 10 for ACE's sum-of-the-parts evaluation and stock values for ACE, Aeroplan, and Jazz, and a summary of ACE holdings.) As Brian Dunne noted, "Calculation of value of ACE, less the imputed value of subsidiaries, led to a less-than-zero number." In other words, if you added up the sum of the parts, the airline was valued for nothing, or as Milton described it, "Buy ACE, and get an airline for free." Milton shared his frustration in the 2005 Annual Report:
Going forward, one of our major objectives is seeing our other assets, including Air Canada, the world's 14th largest airline, fully reflected in the share price. For the risk shareholders have taken, for the capital they provided that is helping support fleet renewal, network expansion, strategic investments and organic growth, shareholders should share in ACE's success. 28 Spinning off Air Canada should, at least in theory, require the market to place some value on the airline and therefore increase the value of the holding company. Brian Dunne observed, "The question we were asking then was, 'What is the best approach to ensure that the market fully recognized the value of ACE's underlying assets and also how do we eliminate the holding company discount?' Asking the market to put a value on Air Canada would be a benefit to ACE shareholders." Unlike many holding companies that had amalgamated unrelated businesses, ACE had started with one company and teased out related entities. This history, along with the public visibility of Air Canada, at times made the distinction between ACE and Air Canada difficult to convey. As Brewer said, "The model was unique enough that it was hard for some investors and financers and labor to understand the difference between ACE and Air Canada." Spinning off this major part of the company would clarify the relationship. As Brewer pointed out, the airline would get its own market identity and its own credit rating.
But separating Air Canada from ACE was not without its challenges. Dunne noted that a carve-out would be time consuming and expensive. Adding another public company to the market would introduce a greater degree of complexity. Most importantly, the process had many uncertainties. "We could not be sure how the market would react to the Air Canada story."
Analysts seemed divided on the wisdom of a carve-out as well. Some questioned whether Air Canada could even be divested, given that the airline was ACE's core operation and the business on which all of ACE's other subsidiaries were dependent. One analyst said, "It's a great thing to muse about and it's a great way to get your stock up, but I'm not really sure how realistic this is."
29 Another observer questioned whether there would be demand for a "pure-play Air Canada stock," noting, "Despite its extensive restructuring, Air Canada is still saddled with a higher cost structure than its main competitor, WestJet Airlines Ltd., and is seeing its margins squeezed by record high fuel prices."
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If a portion of the airline were spun off, investors would be able to buy stock in the holding company and in almost all its holdings. This might create arbitrage opportunities. Brewer pointed out that hedge funds or other investors could play games with different pieces. That could have already been true to some degree before any Air Canada carve-out, but it would be even easier if the carve-out took place.
If ACE Decided to Launch Air Canada, When Should It Schedule the Takeoff?
Even if ACE were to decide to carve out Air Canada, it faced a question of timing. The fate of the maintenance group was not finalized, and a number of smaller sister subsidiaries were still under ACE.
There could be additional value when issues from the maintenance division were resolved and when ACE would monetize air cargo and other smaller divisions. If an Air Canada carve-out was the right choice, should ACE wait until those sales were complete before spinning off Air Canada? If not, should the subsidiaries remain as independent entities under ACE or be folded back under Air Canada?
One factor affecting the timing was the seasonality of Air Canada's revenues. Summer results were always better than winter, and the financials would look their best after second quarter reports. Missing that window in 2006 might require a delay until a similar period the following year.
A final argument for moving quickly was the positive mood of the Canadian market in mid 2006 -the IPO market in Canada was hot. As Dunne observed, "The biggest factor saying 'act more quickly' was how fast the market could change. If it looked good, we should do it."
What Would the Impact of a Spinoff Be on ACE Employees?
The creation of ACE and the carving out of subsidiaries had diminished the direct equity link between the subsidiaries. This change had the effect of limiting the ability of unions in Air Canada's workforce to attempt to reach past the airline itself to justify wage increases. Unions would be able to consider only Air Canada's revenue and profits when negotiating new contracts. In November 2005, two of Air Canada's major unions, flight attendants and ground crews, filed to oppose ACE's announcement of future distributions to shareholders of approximately C$300 million. The unions' filing stated that ACE had significantly underestimated its future finances during negotiations when the company was under bankruptcy protection, and the distribution to shareholders was "oppressive, premature and imprudent," while Air Canada's employee pension plan was not fully funded.
31 The effort did not succeed, but the unions had not given up.
A separation of Air Canada from other ACE subsidiaries would make similar arguments even more difficult. As Brewer stated, When we were all part of the mother ship, employees could look to the profits of other business segments, and now they can't. When pilots complain about Aeroplan's profits, I say, American Express buys a lot of tickets from us. Why aren't you asking for their profits? We try to get our share of the profits from everybody and so does everybody else. So now, Aeroplan has figured out ways to make money, but it's their money, not ours.
Although many of the effects of the carve-outs had already reached employees, carving out Air Canada would be a strong signal of the total separation of the entities. As Brewer noted, "It's difficult for employees to get their heads around not being the same company any more."
Where Should ACE Land?
Spinning off the airline would remove the last major subsidiary from the wholly owned category, other than ACTS. If the airline was carved out and ACTS moved to private equity, the next question was, what would happen to ACE. It could dissolve itself, gradually monetizing its remaining stock holdings or distributing them directly to its shareholders, as it had done with a piece of Aeroplan in 2006. As an alternative, ACE could take its experience in highlighting an airline's shareholder value, along with its industry and restructuring expertise into financial markets, to seek out investment opportunities, like its US Airways deal.
Almost all other North American legacy airlines had faced bankruptcy -several more than once -and all had taken the opportunity to restructure their balance sheets and shed employees. But none had taken the steps that Air Canada had. Brewer, thinking back on his experience at Air Canada and his prior work at various U.S. airlines, outlined the challenges:
It is a very difficult industry. Margins are very thin and challenges are great. Noncontrollables are high in number and great in impact. If you make a medium-sized mistake, you are dead, so no one wants to try anything, even though they know that what they are doing is not working, or will not work for the long term. It's a slow, painful death, but it's slow. With a big mistake, that ten-year horizon moves to five, then to three, and then you're gone. But issues in the industry were well defined, and we felt that we should be able to figure out how to solve it.
Milton had taken the bold steps. He had succeeded in separating the various divisions of Air Canada into sister companies under a holding company. He had realized the goals described in the first annual report issued by ACE:
(i) put in place separate management and business plans for each subsidiary to better focus their strategic direction and profit making efforts;
(ii) align management, capital and human resource needs within each individual business; (iii) facilitate the development of each business segment to its fullest individual potential including, where appropriate, through the pursuit of third-party sources of business; and (iv) maximize subsidiaries' value that was not fully recognized when the business segments were part of Air Canada.
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With the changes that had already taken place, Milton and other ACE officers were no longer involved in day-to-day airline management. There were benefits: with his once-removed position, Milton was no longer a target for unions and the press. (One telling commentary on Milton's relationship with his employees was that when Milton published his memoirs Straight From the Top: The Truth about Air Canada in 2005, the pilots' union had filed a grievance with the industrial relations board.
)
In realizing his concepts for redefining a legacy airline, Milton, an airline fanatic since childhood, had gone from optimizing airplane schedules to optimizing the value of the company as a whole. In the process, he had gone from running an airline to running a financial management firm. The restructuring and resulting shift to a holding company structure had led him to move his offices from the airline headquarters between runways of Montreal's Pierre Elliott Trudeau International Airport to the former headquarters of Zellers Department Stores in suburban Montreal. Even though Milton could no longer look out his window to see planes taking off, he believed he had taken the company in the right direction. An income trust provides a more tax efficient transfer of wealth from a firm to its shareholders as compared to common equity. Under Canadian law before October 2006, firms using the income trust structure were not taxed at the corporate level. Untaxed proceeds flow through to shareholders, who were then taxed at their individual marginal tax rates.
The shareholder tax rate on income trust disbursements might have been higher than the net tax rates applied to dividends (thanks to the Canadian dividend tax credit, which attempts to mitigate the effect of double taxation). However, shareholders could still net higher returns after tax, because the trust's income was taxed at the investor's individual level, not the corporate level. Income trusts are particularly attractive to investors under low interest rates and volatile markets, providing stable income streams and moderate growth. Historically, income trusts have generated higher after-tax returns than other investments in similar risk categories. Also, through their brief history they have offered higher ex post returns with less variability than the S&P/TSX composite index.
1
While an income trust resembles a fixed income product due to its stable stream of income disbursements, income trusts are equity and as such do not have a fixed maturity date for full principal repayment. An income trust also faces additional risks related to changes in interest rates, on top of risks typically faced by other equity products.
A major influence on the unit prices of most income trusts is the level of interest rates. As the risk-free rate of interest or yield on government bonds goes up, the corresponding risk-adjusted yields on other interest-oriented securities generally follow suit, which leads to corresponding reductions in unit prices of income trusts, all else equal. In general, the reverse is also true, with lower overall interest rates leading to higher unit prices. The more stable the income trust's income stream, the more the market treats the income trust like a bond, and the more sensitive its unit value is to interest rates changes.
2
Government Concern and Response: Increased Tax Deferment
The increasing use of income trusts after 2000 painted the Canadian government into a tricky legislative situation. Picture the following scenario: an income trust, which pays no corporate tax, disburses income to a unitholder, who in turn holds the investment on a tax-deferred basis, for example, within a pension plan or a Registered Retirement Savings Plan (a personal pension plan held directly in an individual's name, the Canadian version of an Individual Retirement Account). The distribution grows tax-deferred until the pensioner retires and withdraws the funds. For young pension plan or RRSP participants, their tax payments may be deferred for 40 years. Thus, the combination of tax-sheltered investment vehicles and income trusts could deprive the government of tax dollars for an extended period. This was deemed a potentially serious problem by the government, since it would shift present-day tax burdens from corporate entities and their investors to individuals and institutions with income sources such as salaries or rent that are not subject to preferential tax treatment.
After several of Canada's biggest companies announced their intent to switch from corporations to income trusts, 3 the Canadian government responded. The Canadian Revenue Agency announced on September 13, 2005 , that given future legislative uncertainty it would no longer give advance tax rulings to help companies become trusts. Within a week, investors slashed C$9 billion in market capitalization from trusts, and new IPOs of trusts were reduced or delayed. 4 The status of income trusts became a matter of increasing discussion in financial and governmental circles and an issue in national elections.
The government announced the Tax Fairness Plan on October 31, 2006. The change was designed to mitigate the economic distortion that could shift future tax burdens from corporations, trusts, and business entities onto individuals. The Plan added a distribution tax on distributions of income paid from publicly traded income trusts and limited partnerships. With this change, after-tax returns to Canadian taxable investors were nearly identical under a high dividend-paying corporation and a distributionpaying trust. On the day of the announcement, nearly all income trusts saw a second significant devaluation of their unit prices. Telus Corp. and BCE, two of Canada's biggest telecom operators, converted to income trusts in September and October 2006, respectively. There were also rumblings that the Royal Bank of Canada -one of Canada's largest firm in terms of market capitalization -was also discussing making the switch. 
